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Plaintiff-Appellant, 
V. 


CONCORD FABRICS, INC., AWF FABRIC CORP., 


ALVIN WEINSTEIN and FRANK WEINSTEIN, 


Defendants-Appellees. 


Appeal from Order of the United States District 
Court for the Southern District of New York 
Denying Preliminary Injunction 


BRIEF OF PLAINTIFFS-APPELLANTS 
ARNOLD MARSHEL and BARRY L. SWIFT 


ISSUES PRESENTED FOR REVIEW 


1. Does a long-form merger in formal compliance with the New 


York State Business Corporation Law, but which concededly serves 


no corporate business purpose and has as its admitted sole objec- 


tive a freeze-out of public minority shareholders of a listed cor- 
poration and the transfer of all of the corporate assets to thos 
in control, constitute: 

{Ay ‘an “act; practice Or course of business which operates 
or would operate as a fraud or deceit" within the meaning of Sec- 
tion 10(b) of the Securities Exchange Act of 1934 and Rule 10b-5; 
or 

(B) a breach by controlling shareholders of their fiduci- 
ary duties to the corporation and its minority shareholders un- 
der the statutory and conmon law of New York rendering the re- 
quired merger resolutions invalid and the proposed merger legally 


incapable of being consummated? 


2. Is an appraisal proceeding the exclusive remedy of minority 
shareholders under New York law when there is fraud, illegality, 
and overreaching on the part of corporate fiduciaries in connec- 


tion with a freeze-out merger wnich serves no business purpose? 


3. Did the district court abuse its discretion in denying a pre- 
liminary injunction against a merger in a derivative action where 
there was concededly no business purpose for the merger and its 

consummation prior to trial would result in the complete elimina- 


tion of a public market for the corporation's stock and its status 


eX 


as a public corporation and cause .he corporation to expend over 
one million six hundred thousand dollars without a business pur- 


pose for that expenditure? 


Preliminary Statement 

Plaintiffs, minority shareholders of Concord Fabrics, 
Inc. ("Concord"), a publicly-held corporation shares of which are 
listed on the American Stock Exchange, appeal from an order of the 
United States District Court for the Southern District of New York, 
MacMahon, J., dated June 24, 1975, insofar as it denied applica- 
tions wade in four related actions for a preliminary injunction 
to enjoin a plan conceived by Alvin and Frank Weinstein, Concord's 
controlling shareholders, to “go private" by means of a freeze-out 
merger been Concord and AFW Corp. ("AFW").* AFW was organized by 
the Weinsteins as a corporate entity solely for ths purpose of ef- 
fectuating the proposed merger. Defendants have conceded that the 


transaction serves no business purpose of Concord. The district 


*® Tre other actions are: Michaels v. Weinstein (75 Civ. 1027-LFM) 
and '.rause v. Concord Fabrics, Inc. (75 Civ. 1064-LFM). The plain- 
tiff in Swift originally filed suit in the Supreme Court of the 
State of New York, New York County. He voluntarily dismissed that 
action after the three suits were instituted in the District Court 
in the interest of presenting in one forum all issues of federal 
and state law pertaining to “going private" transactions and to 
comoly with the admonition contained in Rosenfeld v. Black, 445 

f. 24 1337, 1343 nS (2d Cir. 19/2) pet. For cere. dismissed sub 
nom. Lazard Freres & Co. v. Rosenfeld, 409 U.S. 802 (1972). 


pa Pe 


court's opinion is not yet officially reported but appears in 


(Current Binder] CCH Fed. Sec. L. Rep., 495,219. 


The Marshel and Swift actions, which are the subject 
of this joint appeal, present all of the issues of federal and 
state law involved below. Marshel is a derivative and class ac- 
tion the amended complaint in which asserts claimed violations 
of the federal securities laws, including Section 10(b) of the 
Securities Exchange Act of 1934 (the "Exchange Act") and conse- 


quent Securities and Exchange Commission Rule 10b-5, and pendent 


claims under New York law. The Swift action does not arise under 
the federal securities laws. Federal jurisdiction of the Swift 


action is premised on diversity of citizenship. The Swift action 
is grounded squarely on New York Statutory and common law appli- 
cable to fduciary obligations in the corporate context. Both the 
Marshel and the Swift actions were brought derivatively, on behalf 
of Concord, to prevent waste by fiduciaries of corporate assets 
and representatively, on behalf of the public minority share- 
holders of Concord, to prevent substantial and irreparable invest- 


ment losses should the merger be consummated. 


On April 7, 1975, subsequent to the institution of the 


private actions described above, and while plaintiffs' motions be- 


low were sub judice, the Attorney General of the State of New 
York commenced an action in the Supreme Court of the State of New 
York, New York County, to enjoin the proposed merger under the au- 
thority granted to him by Article 23-A of the General Business Law 
of the State of New York. Mr. Justice Markowitz preliminarily en- 
joined the AFW-Concord merger, stating: 

"What is disquietingly evident here is the 

fact that a group of insiders who are directing 

the reacquisition program, even controlling the 

appraisal of the stock are the very ones who made 

the company public originally, and will be the 

Surviving shareholders in the proposed privately- 

held enterprise. Adding to the odium of the scheme 

is that fact that no real corporate purpose has 

been demonstrated and that the credit of a now 

public corporation will be used to finance a merger 


for the benefit of a private group." People v. 
Concord Fabrics, Inc., N.Y¥.L.J., June 13, 1975, 


Se koe COs 2a? 

Although called to its attention, the district cov-t, 
in its opinion below, failed to note or take account of Mr. Justice 
Markowitz's decision and misinterpreted two New York decisions in- 
volving "short-form" mergers where, in contrast to the "long- 
form" merger involved here, no directors’ resolutions of the sub- 
Ssidiary corporation are required and no business purpose of the 


subsidiary need be shown. 


* A copy of the opinion is annexed as an appendix to this brief. 


It should be noted that no live testimony was taken 


before the District Judge on plaintiffs' motions for a prelimi- 
nary injunction. The motions were decided exclusively on the 
basis of affidavits and documentary evidence submitted by the 
respective parties. Appellants are of course cognizant of the 
general doctrine that this Court will net nermally interfere with 
the discretion eof the district court to grant or deny a motion 
for a preliminary injunction. This doctrine, however, does not 
poly where, as here, there has been no live testimony and the 
record before the district court consists exclusively of written 


evidence. As this Court receivtly recognized iy >zecurities and 


Exchange Commission v. Spectrum, Ltd., 489 F.2d 535, 540 (2d Cir. 


1973) -- reversing the denial of a preliminary injunction in a 
securities case -- "we need give no special deference to the dis- 
trict court's finding...for ‘we are in as good a position as [he] 
to read and interpret the pleadings, affidavits and depositions'". 
Accord, e.g., Demp.cor Bros, Inc. v. Butfalo Metal Container 
Corp. 352 F.2d 420, 423 (2d Cir. 1965), cert. denied, 384 U.S. 
940, reh. denied, 384 U.S. 1027 (1966); and Dopp v. Franklin 
National Bank, 461 F.2d 873, 879 (2d Cir. 1972). 

It is submitted that a review of the record herein must 
lead this Court to the conclusion that the district court erred. 


As will hereinafter be demonstrated, defendants have violated 


a6=< 


federal 


both and state law ana a preliminary injunction must issue 


THE FACTS 
The facts set forth in the moving papers below are 


at largely undisputed and need be only briefly summarized herein. 


Concord, a New York corporatic:, became a public company 
in 1966 through a sale of 300,000 shares of its common stock to in- 
vestors at $15 per share, realizing gross nmroceeds of $4,500,000. 


(36).* The sale price was almost 300% of Concore's net asset value 


° at that time of $5.18 per share. (37). Less than a year later, ie 
brothers Weinstein sold for r personal accounts another 200,000 


shares of Concord common stock for 
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alizing, before 


expenses of sale, proceeds of $4,000,000. (36). 


Concord has prospered as a publicly-held company, and 


although Concord, as an inducement for investors to purchase its 


we 


stock, paid dividends for a while, this policy was @iscontiiued 
and not resumed although the company had and has ample resources 
for such purpos As of February 2, 1975, Concord's reported 

net worth was approximately $13 million, equal to $7.82 per share. 


(70). 


* Page references in parentheticals *re to the Appendix filed 
by appellants he-ein. 


In late 1974, at just about the nadir of the 1974 bear 


market when the vast majority of securities listed on the American 


Stock Exchange had plunged sharply in price, and the price of Con- 
cord's common stock had declined to approximately $1 per ¢! ire, 
the Weinsteins embarked upon a plan to revest in themselves 100% 
ownership of Concord. 

On or about January 29, 1975, the Weinsteins organized 
AFW with an authorized capital of 2,000,000 common shares. The 
Weinsteins thereupon transferred to AFW 1,226,549 shares of Con- 
cord common stock representing 68% of the total number of such 
shares outstanding, receiving in exchange the same number of AFW 
shares. On February 6, 1975, the Weinsteins caused AFW to make 
an Offer to Purchase shares of Concord common stock to all minor- 
ity shareholc=r3 of Concord at $3 per share, some 40% of the re- 
ported book value of Concord stock, bluntly informing those public 
minoricy sharehol« * that if they chose not to tender their stock 
they would later be eliminated through a freeze-out merger with 
AFW at the same $3 per share. (24). The choice thus given to the 
Concord public minority shareholders was between an immediate or 
a deferred eclipse of their equity interest in Concord. 

The obvious purposes of the initial tender offer at $3 
per share were to manipulate the market price of Concord common 


stock so that it would not rise above $3 per share upon any general 


age 


stock market resurgence and to panic the Concord public minority 
shareholders into hasty tenders of their stock. If this strategy 
had succeeded in inducing a sufficient number of tenders, the num- 
ber of outstanding Concord shares would have dropped below the 
requirements for listing on the American Stock Exchange, and the 
Concord shareholder population weuld have been reduced to below 
300, thus permitting delisting and deregistration of Concord as 
a “reporting company" pursuant to Section 12(g)(4) of the Exchange 
Act. Under those circumstances, a long-form merger would not have 
been necessary. It would then have been a simple matter for the 
Weinsteins to eliminate the remaining minority interest by a short- 
form merger, or they could have allowed the holders of the remain- 
ing minority interest to remain in place without access to infor- 
mation about the then deregistered Concord and without a market 
in which to sell their shares. Finally, if the initial tender 
offer succeeded, defendants would have avoided the necessity of 
issuing proxy material for the merger which was bound to expose 
the fact that the merger served no business purpose of Concord 
and that the real purpose was from the outset only to enrich the 
Weinsteins with the public shareholders' money. 

Almost immediately after the commencement of the Marshel 
action on February 28, 1975, in which a motion was made to enjoin 
the tender offer, defendants withdrew the tender offer since they 
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did not desire to explain to a court why the tender offer had 


been made at the same time that a "merger" was pending. Instead, 
defendants decided to rely entirely upon the New York merger 
statutes as authority for their freeze-out of the public. This 
change in plan necessitated dissemination of Concord's proxy 
material. (66-103). Any doubt that the transaction was conceived 
solely in the personal interests of the Weinsteins was thus re- 


solved by March 17, 1975, when the definitive proxy statement was 


th the confession: 


"The purpose of the proposed merger.....is 
to return the Company to the status of a privately- 
held corporation owned by the Weinstein family. 
Upon consummation of the merger, the Wein.:teins 
will be the sole stockholders and directors of the 
Company, and will thus be able to determine all 
policies of the Company, such as Salaries for 
themselves and others, dividends and business 
activities, without public scrutiny and solely 
with regard to their own interests." (68). 


This confession that the merger served no business purpose of Con- 
cor. was compelled by the fact that Concord's preliminary proxy 
material filed with the Securities and Exchange Commission had 
stated, at page 3 thereof, that a purpose of the merger was to 
permit the Weinstein family to operate Concord's business "without 
the expense or other possible disadvantages of a public corpora- 
tions” (lish. in £6 fetter of comment, the Commission requested 


Concord to set forth "the amount of the approximate expenses each 


i= 


year due to being a public company and ... ‘other possible dis 
advantages ~£ being a public company' if such discussion is re- 
tained. Reference should also be made to the advantages to share- 


holders of a public corporation." (117). 


In the face of the Commission's comments, .defendants 


dropped from the proxy material any reference to "the expenses 


or other possible disadvantages of a public corporation." Obvi- 
ously such expenses could not, by any stretch of the imagination, 
have exceeded even the interest costs on the more than $1,600,000 
which Concord's directors intend for Concord now to disburse in 
connection with the efforts of the Weinsteins to take Concord pri- 
vate. Thus, defendants abandoned any pretense in their proxy 
material that the freeze-out merger would in any way be beneficial 
t2 Concord. Accordingly, in their papers below, defendants were 


forced to state: 


",..-Since as a matter of law business purpose 


is irrelevant, defendants do not assert on this 
motion that there was any purpose to the merger 

other than to return Concord to private ownership 

by the Weinstein family." (47-48). 

The proxy statement discloses that although there was 


no business purpose for the merger, the Weinstein brothers would 


benefit handsomely at the expense of the public: 


he 


"The effect of the proposed.merger will also 
be that without any additional investment on the part 
of the Weinstein family their interest in the stock- 
holders' equity of the Company will be increased 
from approximately $9,494,000 (representing 683% of 
the equity as at February 2, 1975) to approximately 
$12,285,000 (representing 100% of such equity ona 
pro forma basis, giving effect to consummation of 
the merger...), and their interest in the Comprny's 
net earnings for the fiscal year ended September 1, 
1974 will increase from approximately $354,000 (68% 
of such earnings) to approximately $442,000, being 
100% of such earnings on a pro forma basis..." (71). 


Finally, the proxy material disclosed that the price of 
$3 per share proposed to be paid to the public was not the result 
of independent analysis by Shearson Hayden Stone, Inc., an invest- 
ment banking firm, but was rather determined by Charles M. Edwards 


III, an officer of the Shearson firm and the son of a Concord di- 
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rector. 
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ARGUMENT 


THE LACK OF ANY CORPORATE BUSINESS PURPOSE OF CONCORD 
BEING CONCEDED, A COERCIVE, FREEZE-OUT MERGER ACCOM- 
PLISHED WITH THE USE OF CORPORATE °*.SSETS AND INTENDED 
FOR THE PERSONAL PROFIT OF THOSE IN CONTROL, IS INVALID 
UNDER NEW YORK AND FEDERAL LAW 


of) 


A. "Going Private" - An Overview 


The recent phenomenon known as "going private” has been 
described as a “perversion of the whole pr 2>ss of public finan- 


cing."* In simplest terms, going private is an illegitimate 


sech by Commissioner A. A. Sommer, Jr. of the Socuritics and 
Exchange Commission, on "Going Pri ate" as reported in [1974-75 
Transfer Binder] CCH Fed. Sec. L. Rep. 480,010, at p. 84,695. 
The very nature of "going private" presents almost limitless profit 


opportunities for insiders who are in a unique position to anti- 
cipate future favorable trends in corporate operations. For this 
reason, we deem it highly relevant to the issues before this Court, 
even though the events occurred subsequent to submission of the 
motions below, to point out that on July 8, 1975, Concord reported 
a sharp increase in its net income for the 9 months ended June 

2, 1975, to $1,405,000 equal to $.79 per share, as compared to 
$863,000 equal to $.48 cents per share in the same period of the 
prior year, while shareholder equity rose to approximately $8.70 
per share, as compared to the proposed price of $3 per share sought 
to be imposed on the Concord minority in the merger. 


This disclosure, made after the merger had been temporarily 
enjoined by Justice Markowitz, precipitated a.sharp rise in the 
market price of Concord stock to over $4 per share, or 1/3 higher 
that the proposed freeze-out merger price of $3 per share which 
is still in effect! 


att. 


child of the bear market of 1974. It is a device used by the un- 


scrupulous to take advantage of temporary market conditions in 
order to eliminate public shareholders, without their consent 

~~ Or ever the consent of a majority of such public shareholders 
-- at distress prices calculated to produce insider profits.* 

Such tactic, where there is not even a pretense of serving any 
corporate business purpose, and where corporate assets are used 

to achieve the result, is clearly a subversion of the time honored 
doctrines governing fiduciary behavior. In their recent article 
ny 


Fair Shares in Corporate Meraers 


entitled and Takeovers," 88 


Harv. L. Rev. 297 (1974), Professors 3rudney and Chirelstein state 
that "every consideration of equity argues for a categorical prohi- 
bition against the freeze-out." Id. at 324n. See, also Borden, 


"Going Private - Old Tort, New Tort or No Tort" 49 NuxU. LB. Rev. 


987 (1974) wherein the author, while generally sympathetic to 
going-private transactions, states that "“going-private transactions 
without the approval of a majority in interest of outside share- 


holders should be presumed to be at an unfair price." Id., at 1018. 


* Since announcement of the proposed merger in February, 1975, 
stock values on both major exchanges have increased Sharply by 
$217 billion in the first six months of 1975, erasing most of the 
1974 losses, while the average share gained 50.7% in the New York 
Stock Exchange and 61.4% on the American Stock Exchange. Hart, 
“Business-Financial Notes", N.Y.L.J., July 10, 1975, Bs. 3s Cob. 3; 
Yet, the public shareholder of Concord remains locked into an ar- 
bitrary merger price of $3 per share. 


chia: 


Here, of cour 
Shareholders to decide the issue. Rather, was told, 
aborted tender offer (24) and then aga 
were not being aske determine and could 


not determine, whether to continue public their shares, 


are not regi 
trade, the 


2rmination, whi 


2SS reason for Con 


a court 


of equity. tt district court, itting in both a federal 


curities case iversity £ citizenship case 1as refused 

to grant a preliminary injunction. The ni. c injunctive relief, 
on the ground that so-called "full disclosure" and recourse by the 
public, on an individual basis, to expensive litigation under the 
New York appraisal procedures satisfies both the federal securities 
laws and the common law of New York, is Surely an abuse of judicial 
discretion. The district court's determination ignores the fact 


that the corporation is itself about to be victimized. Once the 


Le 


takes place, Concord's status as a public corporation will 
be lost. There can be no justification for the conduct of defen- 
dants. The failure to enjoin the freeze-out is analagous to con- 


doning robbery provided the felonious intentions are expressed in 


advance. 


B. “Going Private” and Fiduciary Duty 
This litigation involves basic concepts of fiduciary 


duty, which are often forgotten in our rapidiy-moving corporate 
society, but which the courts have properly forced corporate 


malefactors to recali. The seminal decision of the Supreme Court 


in Pepper v. Litton, 308 U.S. 295, 311 (1939) expressed the con- 


cept of fiduciary obligations in the corporate context in language 


highly applicable today to the area of "going private": 


ch a fiduciary position 


car serve himself first and his cestuis 

se He cannot manipulate the affairs 
© of corporation to their detriment and 

in disregard of the standards of common 

de y and honesty. He cannot by the 


intervention of a corporate entity violate 
the ancient precept against serving two 
masters. . -« « He cannot utilize ... his 
& strategic position for his own preferment. 
- « - He cannot use his power for his 
personal advantage and to the detriment of 
the stockholders . ..no matter how absol- 
ute in terms that power may be and no matter 
how meticulous he is to satisfy technical 
€ requirements." 


The basic principles enunciated in Pepper v. Litton cre 


valid today, vital to investor confidence and honest markets, and 
Ge 


clearly applicable to the "going private" situation as exemplified 
by the recent decision of District Judge Ritter in Albright v. 
Bergendahl, [74-75 Transfer Binder] CCH Fed. Sec. L. kep., 494,997 
(D. Utah, Sept. 5, 1974), in which it was held that a freeze-out 
merger on terms strikingly similar to those involved here not only 


violated Rule 10b-5, but also that: 

". e « Such conduct constitutes 
their fiduciary duties of these fen 
the public minority of stockholders of Inter- 
national Service Industries, Inc." (Emphasis 
supplied.) Id. at 97,453. 


In the widely-acclaimed decision of the Fifth Circuit 


shareholders to effect a freeze-out merger is restricted by a 
requirement of valid business purpose, in the absence of which 
a merger will be enjoined as a breach of the majority's fiduciary 
duties to the minurity. In affirming the district court on the 
issue of state corporation law, the court stated that it approved 
the trial court's holding that: 
"(W]here a corporation is unable, because of well 
recognized contract law to eliminate a minority 
stockholder by simply adopting a by-law or voting 
to purchase his stock, its majority stockholders 
cannot accomplish the same purpose by setting up a 
second corporation wholly owned by them whose sole 


purpose is to enable it to take advantage of the 


atte 


utilize 


lich, when 


may, as a 


part otf 


the 


elimination 


1 


of 


the 


a 


two 


merger 


exist- 
pro- 


dissenter." 


merger statutes w 
lng corporations, 
cedures result in 
490 F.2d at 569. 


Where fiduciary duties and other special relationships 


exist, the squitable jurisdiction of the federal courts to 


grant injunctive relief is most frequently invoked. Cochran v. 
4 Z nd th bo 

Channing Corp., 211 F.Supp. 239 (S.D.N.Y. 1962); Speed v. 

wanting oS epeed 


Transamerica Corporation, 99 F.Supp. 808 (D. Del. 1951); and 
lectronic Specialty Co. v. International Controls Corp., 409 
BLsectron e ELE SD SNe J Nat LONeros cP 


TH AARD OF DI SSOLUTIONS WHICH WE 
TO SED WIT h ARE I :LID IN ] 
AB OF A P COE RATE B INESS PU 

A. The Concord Directors Failed to Meet 
the Requirements of the New York Busi- 
ness Corporation Law. 
a6 & Sa meeen 


The Concord proxy statement accompanying the notice of 


a special meeting of shareholders called to "approve" the merger 


indicates that it is being pursued in purported compliance with 


the provisions of Sections 902 and 903 of the New York Business 


pp 
bs 


Corporation Law applicable to "long-form" mergers. BCL § 902 


requires that the board of directors of each constituent cor- 


poration adopt a plan of merger, while BCL § 903 requires that 


to 


F.2d 


.dopting 
plan, submit that plan to a vote of shareholders. The vote 
shareholders was, of course, a mere formality in Concord in view of 
the individual defendants' 68% controlling interest. 


The power granted to corporations and their directors 


& 


by BCL §§ 902 and 903 does not mean that every mecger which for- 
mally complies with those prov ion ist be sustained as autho- 
rized and proper. The authority and power granted to corporations 
and their directors is circumscribed by BCL §§ 202 and 717. Sec- 


> 


tion 202, while granting a corporation the power to do certain 
acts, including the power to deal in its own shares, specifically 


Iowers be used "in irtherance of its corporate 


a 
e 
= 
ic 
“” 
cr 
or 
n 
Cc 
Q 


purposes. Section 717 requires that “directors and officers 


shall discharge the duties of their respective positions in good 


faith....." See Foley v. D'Agostino, 21 A.D.2d 60, 248 N.Y.S.2d 


v 
peasant” OS pana” 2 


we 
i) 
~ 

~ 
~ 
ph 
Cc 


lst Dept. 1964). 


The issue here is not whether the statutory formalities 


° 
ee) 
2) 
e 
WM 


902 and 903 have been observed or whether-.the corporate 
forms have been properly filled out. The issue is whether the res- 
olutions, purportedly adopted on behalf of Concord by the Weinstein- 


controlled directors, can be accorded any validity when the trans- 


action authorized thereby is conceded to be without any busi- 


ness purpose for Concord. Defendants no longer pretend the exis- 
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tence of ny busine purpose, and the innot seriou urge that 
i freeze-out merger with a dummy corporation controlled by them and 
accomplished solely for their own selfi inter t through the 
use of corporate assets is in the discharge of their "respective 
positions in good faith" as mandated by BCL § 717.* 

For these r sons, any merger resolution purporting to 
i lement t foncord - AFW merger s invalid per se, and that 
invalidity cannot be ired by a vote at a shareholder meeting, a 

e ritual at which minority ireholders are helpless to af- 

fect the out e. Any notion that a shareholder te in which 
defendants yuld vote their controlling block could somehow 
le lize the transaction is put to rest by the case of Rosenfeld 
Ts Black, 445 F.2d 1337 (2d Cir. 1971), pet. for cert. dismissed 
sub nom., Lazard Freres & Co. v. eld, 409 U.S. 802 (1872). 


h 


In that case, this 


Court reaffirmed the 


continuing 


vitality of the 


well-established principle of equity forbidding realization of 


profit by a fi 


*In recommending adoption of BCL § 717, the revi 


iduciary when dealing with the assets of the trust 


S 


ser stated: 


Se 


"The adoption of the standard prescribed by this section will 


allow the court to envisage the director' 


relative concept, 


depending 


or 


the kind 


ce 
S 


duty of care 
of corporation 


as a 
involved, 


the particular circumstances and the corporate role of the di- 


rectar.” 
p. 695. 
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6 McKinney's Consolidated Laws of New York, 


BCL § 717, 


P 
u OF r i that harehol r ratific Lon w ld not lidate a 
transaction which <« stituted a bre h of fid ry duty. Thi 
Ourt tated: 
eneficia would 
Oountablility for 
tating or influ- 
r n] this 
t the ficiarie 
4 led pecs 
t ratl- 
n ries 
nd itself." 445 
36 Formal Compliance with t jew YO ferger 
Statutes Does not Relieve the Concord Dir tors 
of their Fid lary ities. 
pk FL CNRS GRR fC ee ee ER 
Where formal cc liance wi tatutor roc t is 
irged a a defense by insider who seek to justify their rpation 
9f corporate assets for their own benefit, the irts rc lert 
to penetrate form and examine substance. In substance the oncord 


insiders are attempting to use corporate formalities and corporate 
funds to expropriate for themselves and at no cost to themselves 
100% ownership of a valuable going business. 

How the 
may be inferred from Kavanaugh v. Kavanaugh Knitting Co., 226 N.Y 


i 


Jalia 


185 (1919), an early case, which involved a dissolution in techni- 
cal compliance with the New York corporation statutes, the real 
purpose of which was to jettison an unwanted minority sr ireholder. 


Pah Oe 


”) ‘ a 


dimisscd below. Detendants were directors of the corporation 


and olders holding two-thirds of the stock in the corpora- 


tion. They adopted at a meeting of the board of directors a 


plan to dissolve the corporaton which, in essence, was é plan 


to freeze-out the plaintiff, a minority stockholder. Defendants 


relied upon Section 221 of the former General Corporation Law 
which alluwed a dissolution if a resolution to that effect was 
adopted by the board of directors and consented to at a stock- 
holders' meeting by holders of two-thirds of the outstanding 
stock. The court s..s called upon to consider whether good 
faith on the part of the directors should be read into the 
language of the statute and held that it must. In speaking of 
the action of the bocrd, the court stated: 


"Their action must be based upon the belief that 
the interests and welfare of the corporation and 
the stockholders generally will be promoted by the 
dissolution ... It is inconceivable that the legis- 
lature intended that the directors, in considering 
and adjudging the advisability of the dissolution, 
might consider and hold as a basis in whole or in 
part for thei. judgment their own individual desires 
Or interests ... The relation of the directors to 
the stockholders is essentially that of trustee and 
cestui gue trust. The directors are bound by all 
those rules of conscientious fairness, morality and 
honesty in purpose, which the law imposes as the 
guides for those who are under the fiduciary obliga- 
tions and responsibilitiys. They are held, in offi- 
cial action, to the extreme measure of candor, un- 
selfishness and good faith. Those principles are 
rigid, essential and salutary." 226 N.Y at 193. 
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lere, the < rt of Appeals reinstated a complaint which had been 


The court continued: 


"Obviously, facts are alleged which permit, if they 
do not compel, the inference that the directors con- 
ceived and progressed the scheme of dissolving the cor- 
poration, irrespective of the welfare or advantage of 
the corporation and of any cause or reason related to 
its condition-or future, through the desire and deter- 
Mination to take from the corporation and to secure to 
themselves the corporate business freed from inter- 
ference or participation on the part of the plaintiff." 
Ee SE. 197. 


There is no lack of reported decisions, by both state 
federal courts, which reaffirm and apply the fiduciary standa 
directors and majority shareholders of publicly-owned companies. In 
interpreting BCL § 717, the Appellate Division in Foley v. D'Agostino, 
Supra, stated: 


""Officers and directors of a corporation 
swe to it their undivided and unqualified 
oyalty.*** They should never be permitted 
to profit personally at the expense of the 
corporation. Nor must they allow their 
private interests to conflict with the 
corporate interests. These are elemen- 
tary rules of equity and business morality. 
Courts of equity must ever enforce strict 
compliance with these rules.'" 248 N.Y.S.2d 
at 138. 


To the same effect is the recent comment of tke United 
States Supreme Court in United States v. Byrum, 408 U.S. 125, 


137-138, reh. denied, 409 U.S. 898 (1972): 


"A majority shareholder has a fiduciary 
duty not to misuse his power by promoting 
his personal interests at the expense of 
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corporate interests. Moreover, the direc- 
tors also have a fiduciary duty to promote 


; 
the interests of the corporation." 


Judge Oakes, in his recent opinion in Van Gemert v. The 


Boeing Co., Docket Nos. 74-1157-59, 74-1165, 74-1185 (2d Cir. July 
14, 1975) reaffirmed these principles in language which we submit 


is particularly timely and appropriate to going private situations: 


"The duty of a listed company to its own securities 
holders to treat them fairly is founded in funda- 

mental concepts of the law pertaining to corporate 
fiduciaries. Cohen v. Beneficial Industrial Loan Cory. 
337 U.S. 541 (1949); Pepper v. Litton, 308 U.S. 295 
(1939); Chris-Cra du >s, Inc. v. Piper Aircraft 
COrps, 480 Fs20 S41 var ert. denied, 414 U.S. 
910 (1973). Security holder: a corporation are in 

a very real sense creditor Ciaries, see 1 Re- 
statement of Contracts §136 9 ), to whom an under- 
lying duty of fair treatment is owed by the corpora- 
tion or maju.ity stockholders or controlling directors 
and officers thereof." Slip opinion, n. 19, pp. 4795-96. 


1 
5 


Applying the standards of fiduciary behavior to the 
freeze-out sought to be perpetrated by those in control of Con- 
cord, one can have no doubt that the individual defendants have 
breached their obligations of trust to Concord and its public 


minority shareholders for their own personal interests. 


A PRELIMINARY INJUNCTION, NOT APPRAISAL, IS THE PROPER 
REMEDY WHEN DIR YRS VIOLATE THE FEDERAL SECURITIES LAW, 
OR FAIL TO SCHARGE THEIR FIDUCIARY DUTIES TO ACT IN THE 
INTEREST OF E CORPORATION AND I 5 HA 


A. The Existence of Appraisé Rig Cannot Legitimitize an 
Unlawful Transaction. 


State appraisal statutes are <1 anachronism respon- 
sive to an old common law rule which required unanimous ap- 
proval by all shareholders of certain types of corporate 
transactions not in the ordinary course of business. They vary 
considerably from state to sta and are regarded by most sericus 
commentators, to say nothing of litigants wno have sougnt to as- 
sert rights thereunder, as an inordinately expensive and utterly 
impractical means of protecting minority shzreholders under the 
best of circumstances. 

The court below disregarded recent cases which have 
determined not to relegate minority shareholders to the illusory 
appraisal remedy (which, in any event, is no remedy for the cor- 
poration itself in a derivative action), but have invoked the 


broad powers of equity to prevent freeze-out mergers where no 


business purpose is shown. Bryan v. Brock & Blevins Co. Inc., 


490 F.2d 563 (5th Cir), reh. en banc. denied, 493 F.2d 664, 
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cert. denied, 419 U 

Transfer Binder] CC 

1974); and People v 
a ‘ phe aac 

n,. £5) eo2. 2. (Sup. 


Professor 


‘ Albright v. Bergendahl, [74-75 
Fed. Sec. L. Rep., 494,997 (D. Utah, Sept. 5, 


Concord Fabrics, Inc. N.Y¥.L.J., June 13, 1975, 
Ce. Mate.. Cede 
Vorenberg in his widely-cited article "Ex- 


@ clusiveness of the Dissenting Stockholder's Appraisal Right", 
77 Harv. L. Rev. 1189 (1964), after thorough analysis of the ju- 
dicial precedents, concludes that there is no absolute right in 
@ a controlling stockholder to eliminate the minority, pointing out 
th he pivot on which the majority of cases turn is whether the 
freeze-out transaction serves a proper business purpose, as opposed 
& to the mere jettisoning of minority sharenolders. Thus, he states: 
| 
"The pur} this section has been to sug- 
gest that only where there is a plausible business 
os ‘ 
ourpose of the corporation beyond the majority's 


desire to 
eliminate 
holder be 
able to h 
che major 
course a 
corporate 
there wil 


moe 


1 


ge their own stockholdings or to 


ge 


4 minority stockholder should the minority 
required to choose between what is avail- 

m as a result of the action proposed by 

ty and the cash value of his shares. Of 
ul. which makes the purpose of a proposed 
action significant is not self-applying; 
be many cases where courts will have 


difficulty judging the substantiality and genuine- 


ness 


az 


In the instant case, 


cord has no busines 


o 


2 


of what 


purpose for 


Ss 


is proposed." 77 Harv. L. Rev. at 1204. 


defendants' concession that Con- 


the proposed merger eliminates 
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the need for any inquiry into the substantiality and genuineness 
of what defendants have proposed and dispels any possible argument 


that the mere grant of appraisal rights somehow validates the 


transaction. 


B. The District Court Misinterpreted 


b 
12) 
+ 


In holding, in the decisi 


appraisal is the exclusive remedy for shareholders opposed to a 


long-form merger to be effected in formal compliance with the New 
York Business Corporation Law, the district court misinterpreted 


and erroneously relied upon two decisions, Beloff v. Consolidated 


Edison Company of New York, Inc., 300 N.Y. 11 (1949) and Willcox 
v. Stern, 18 N.Y.2d 195 (1966), both of which involved "Short-form" 


mergers, and a third decision, Blumenthal v. Roosevelt Hotel Corps; 
“U2 Mise. S88, 215 N.Y.S.2d SZ) (Stp. Ce. 1952) which, unlike this 
case, did not involve a derivative claim against the expenditure of 


corpcrate assets for no business purpose. 


Under the Business Corporation Law and predecessor New 
York statutes, a short-form merger, one in which a subsidiary at 
least 95% owned by its parent corporation is merged into its parent 
corporation, does not require the board of directors of the sub- 
sidiary to adopt a merger resolution, and the transaction is ac- 
complished merely by action on the part of the parent. Such 


Ao i Fs 


nergers are governed by BCL § 905, rather than BCL §§ 902 and 
903. In a short-form merger in New York, not only are no resolu- 


tions required from the directors of the subsidiary corporation, 
but, indeed, no action of any sort on the part of the subsidiary 
is required. Thus, the question of "business purpose" on the 
part of the subsidiary corporation is not involved. In such 
mergers, appraisal rights may, as held in Beloff and Willcox, 
suffice. However, it should be noted that even then, as the 

New York Court of Appeals clearly pointed out in Willcox, “equity 
will act -- despite the existence of an appraisal remedy -- where 


there is fraud or illegality...." (Emphasis by court.) 18 N.Y.2d 
at 204. 

Even if it be assumed that Blumenthal would apply to a 
derivative cause of action, although such a cause of action was 
not there present, and that Blumenthal stands for the proposition 
that appraisal is an exclusive remedy, that decision has been nar- 
rowly limited, if.-not effectively overruled, by the subsequent 


decision of the New York Court of Appeals in Eisenberg v. Central 


Zone Property Corp., 306 N.Y. 58 (1953). here the New York Court 


m 
L 


c 
SS) 


of Appeals specifically held that the existence of an appraisal 


remedy would not validate an otherwise invalid transaction. 
Although the Appellate Division had held in the 
" 


each of the major phases of the plan was 


Eisenberg case that 
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authorized by statute", 118 N.Y.S.2d 919 (lst Dept. 1953), the 
Court of Appeals reversed and held that the plan cont emplated by 
defendants therein was illegal and that appraisal rights could 


not validate the plan. The Court of Appeals stated: 


"The sole other alternative of gag om 

as respondent reads section 20 of th 

Stock Corporation Law, was to give ie his 
investment, accept the appraisal value of 
his stock and get out of the New York 

pal stock- 


1] 
ock of the 
C3 


Corporation so that the princ 
holders might sell all the st 
to-be-formed Delaware 
Legislature neve 
t of a minority 
plication, equity will forbid 
y court.) 306 N.Y. at 67 


The New York Business C ation codified 
the principle nciated in Eisenberg by adding subdivision 
(k) to BCL § i provides: 


enforcem f 
right to receive payme is she in the man- 
ner provided herein shall e ide nforcement 
by such shareholder of ar he ic o which he 
might otherwise be entitl vit F share owner- 
ship, except as provided in paragra and except 
that this section shall not exclude t! ight of such 
Sharcholder to bring or maintain an appropriate action 
to obtain relief on the ground that such corporate 
Section will be or is unlawful or fraudulent as to him." 
(pmphasis supplied.) 


The only case cited in the New York Legislative Studies 
and Reports in connection with the italicized portion of sub- 
division (k) as quoted above is Eisenberg, which stands for the 
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9Sition that where 


transaction is illegal, appraisal richts 
cannot legitimitize such transaction, and "on application, equity 


will forbid it." Yet, when application was made to the district 


court herein on the basis of New York law and specifically on the 


basis of the the decision in Eisenberg and BCL §623(k), it erron- 


eously re sed to grant a preliminary injunction. 
Since the decision in Eisenberg, which put to rest the 
noti that appraisal rights can validate an otherwise invalid 


transaction, we Know of no New York court which has held that 


have breached their fiduciary duties to a corporation. 


ants can be expected to urge that Mr. Justice 


Markowitz's decision in People v. Concord Fabrics,Inc., in which he 


rejected the defendants' contention that appraisal is an exclusive 
remedy, merely involved the police power of the State of New York 
under the New York "blue sky" statutes, and is, therefore, inap- 
plicable to private suits by shareholders. However, the cases 
cited by Mr. Justice Markowitz, and his analysis of those autho- 
rities, belie any such contention and show that his decision 

rests on fundamental principles established in’civil litigation 
pertaining to the fiduciary obligations of corporate insiders. 


Indeed, if the Concord freeze-out merger is a "fraud" within 
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Statute whi 
where ¢ highe ireshhold of 


tainly is invalid 


TH™ PROPOSED 


NECTION 1 


Far more than 


those shares for no reason other than desire of the 
to once again own all of the stock. Such conduct is 
manipulative and deceptive oractice which this Court 


as a violation of Rule ) HES i Ss squarely withi 


guage of Section 10(b) of the Exchange Act which reads 


vant part: 


"It shall be unlawful for any person, 
- « « to use or employ, in connection with 
the purchase and sale of any security .. ., 
any manipulative or deceptive device or con- 
tiivence ;. « =" 


We recognize that the lower courts in this Circuit have 


chosen to limit their inquiry under the securities laws in going 
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n i losure. ever, W irge 

that thos lecisions, nexpl ix le t la investor separated 

fr their é k iricl yrporat redator at both ends 
the Dow-Jone iverage, h r ulted from a isreading of 


i Pour 4 ci in v. Bishop, 464° F.2d 714 (2d Cir. 
1972), a failure t reciate the forc 1f other recent de- 
i on 9f this Cour under tion 10(b), and a lack of sensi- 
tivit to t inh tly de tive an 1ipulat ture of 
t is t 1 Irsuant to an intention to go-private. 
irst, tI fy Yuent -quoted tement of this Court 
"1 that questi S$ regarding "“"t isdom of ... transac- 
tions or mn tneilir i 3 i mé@ ta clas = rE. to £ ieral 
regulations" cannot be read to extend to a situation involving 
a sham merger where the resolutions which are indispensable to 
the merger are themselves invalid since they lack any business 
purpose. There was no question in Popkin concerning invalidity 


by reason of lack of business purpose. Popkin dealt only with 


erms, an area which this Court believed 


co 


was best left for the state courts. This case, on the other hand, 


does not require analysis of the fairness of merger terms. We 
are not here arguing that it is the obvious inadequacy of the $3 


per share price wnich invalidates the transaction. We are argu- 
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aring, 


he price offered 


Second, 


a corporate 


r.2da 


that 


ohh; ahnide 
snarenoliae 


iii 


"The y istinction that an see between 
the prese as and Schoenbaum is that here the 


directors of Harvey influenced by a conflict of 


interest and acting to support Martin's controll- 
ing interest, caused the corporation to be a 
"forced purchaser' rather than a ‘forced seller. 
In each case the corporation sustained damage-in 
Schoenbaum Banff received inadequate consideration 
for its stock, where as here Harvey was subjected 
to a loss of working capital and obliged to pay 
substantially higher interest rates. Following 
Schoenbaum, therefore, I would find that the 
appellants have successfully made out a section 


10(6) claim.” 453 ¥.2G at 735. 


Altt t f joing i 
ith’ ent r t! l opi 
lear lding « t P y t 
ler é 1 h 1teé j die . | iff 
fraud t t porator ) 
the itures, "Du , t 
ind rule." 453 nt 7 js l ] 
»9£ the tur t it 
to a 1 tj é r tion 
r yratl to opi | i 
) eff 1 retir t <o rpora 
liminat 3c. 28 blic »1d 
“9rger and the us f the c yrati 
ljerivat claim under Secti 10(b) 
the transaction. 
Third, 1 ; Court h rec 
luct leading to a rger can > inh 
ceptive even before the issuance of 


So 


ing that 


can be no vi 


ive proper 


Dixie cement Corp., 507 F.2d 3 


as the 


on 
Q 


Olation of Rule 10b-5, 


effect to this Court's 


74 
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proxy stateme 


(2d 


an | 


the 


n I 
_ 
nt 


n 
n 
ne 
nen 
) 
+ 
» XX 


ized 


ntly manipulative 


district 


Cis 2 


ntained in Judg 
t mR, it 2 the 
t en banc opinion, 
¢ ] 1S t ted of 
ith t r | tion 
ig of t tatute 
er e rt »9t10Nn 
] Drach ave rise 
ir e j + d the 
I t att t here 
toc y the 
ug t ins of a sham 
IS gives rise to a 


ation of 


+ 
ey) 
a+ 


tft a course of con- 


and de- 
In hold- 
misleading, there 


court did not 


‘ision in Schlick v. Penn- 


974), cert. denied, 


(1975), where, 


occurred prior 


llegation is 

2, to have 

stockholdings -- 
amount -- for no business reason. If Concord 
available to retire public shareholdings for 
insiders, the Weinsteins, Concord has at least 
of funds available for the paymex* of dividends 


of all shareholders of Concord. 


The withholding of dividends for the purpose of depres- 


sing the market price for a corporation's shares especially when 
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coupled with insiders" desire to eliminate the public sharehold- 


ings at a reduced price st 2s a claim for injunctive relief 


n 


under Rule 10b-5. The correctne 


is legal conclusion is 


clear from this Court's holding in Mutual Shares Corporation v. 


iowever, the complaint does charge that 
in this later period defendants manipulated 
the market orice of Kress stock, keeping 
Kress dividends to a mi 1um, in order to 

+ 

L 


foree minority : ders to sell out 
@ to G.nesco at depressed values. While not 
highli ed in this court, the contention 
c that t a claim under Rule 10b-5 
\ is st Controlling stockholders 
4 have duty not take advantage of the 
’ minority in pourchasing t latter's shares. 
& See Soeed v. Transamerica “orp., 99 F.Supp. 


808, 828-829 (D. Del. 1951). In Coc 
¥» Channing: Corp.,. 211 F.Supp. 239 (S.D. 
; 1962), it was held that manipula 
f market price and purposeful reduction of 
vidends in order to buy out minority 
ers cheaply was actionable under 
Rule 10b-5, at least under subdivisions 
) and (3) thereof. Moreover, this 
t referred approvingly to that holding 
"Neill v. Maytag, 339 F.2d 764, 768 
a Cir. 2964),. stating that: 


Oo 
Q 
~ 
o 


Lee] 


In addition, deception may take the 
form of ronverbal acts: In Cochran 
. Vv. Channing Corp., 211 F.Supp... 239 
(S.D.N.Y. 1962), it consisted of 
reducing dividends in order to 
a drive down the price of the corpo- 
ration's stock. And it need not 
be deception in any restricted 


-36- 


Genesco, Inc., 384 F.2d 540, 546 (2d Cir. 1967), wherein this Court 


@ 


Inc. V. 


pend over 


ceased paying dividends. The inference of an 
press the 


surely suf 


was no pressing need for the merger to be consummated be 


Cit. 


to explain away how Concord is suddenly able t 


njunction on 


common law 
purposes of federal 
islation would otherwise be 
vitiated. 

* * * 


sense; one of the central 


leg- 
seriously 


chat plain- 


--.-we do not regard the fact t 
sold their stock as controllin 

1 

5 


tiffs have not 
on the 
plaint 
stil] 


claim for injunctive 
alleges a manipulativ 
continuing." 


scheme which is 


on 


In the instant case, the burden was 


$1,600,000 for a non-business purpose but yet 
intent to 


market price by the 


ficiently strong to warrant the grant of a prel 


this allegaticn.: 


ale wt 7 ec or, h acrid } “~ AAnNeoaAan 
ck of business purpose having been conceded - 


could be tried. 


g 


elimi- 
is so 


As this Court set forth in Gulf & Western Industries, 


n 


Great Atlantic & Pacific Tea Co., 476 F.2d 687, 


L973}: 


"([D]oubts as to whether an injunction sought 
is necessary to safeguard the public 
est -- when the public interest involved is 
as clear, pervasive and vital as the record 
here demonstrates -- should be resolved in 
favor of granting the injunction." 


inter- 


eat ly 


699 


(2d 


In the case at har, it is submitted that there are no 
"doubts". Defendants have conceded that their actions are with- 
out a business purpose. Such concession is tantamount to an ad- 
mission of impropriety. Their conduct violates both federal and 


state law and should be enjoined. 


& CONCLUSION 


7 


The order of the district court denying a preliminary 


injunction should be reversed and the injunction rected to is- 
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